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ABSTRACT 
This paper explores topics including financial accounting, financial reporting, 
FASB guidance, managerial accounting, and more. The paper is broken into twelve 
sections (cases) which are independent from one another. The topics are discussed using 
fictitious and real-world example companies and financial data. Development of 
analytical skills, technical proficiency, and an improved approach to a wide range of 
accounting problems were among the goals of this work and the class in which it was 
conducted. These goals were achieved by repeated guided analysis that followed the pace 
of the accounting education offered in the main courses in the Accountancy curriculum; 
the subject matter being learned in Intermediate Accounting was often reflected in the 
nature of the case being discussed at the same time. Below are the recorded and compiled 
results of those case studies. 
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Case 1 
_______________________________________________ 
 
An Analysis of Accounting Decisions 
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Glenwood Heating, Inc. and Eads Heaters, Inc. are two great examples of how 
asset management can affect the bottom line of a company. Glenwood made managerial 
decisions that led to a much higher net income compared to Eads for the end of the 
period. Conversely, Eads gives evidence of tax-consciousness, which will be investigated 
below. For a long-term investor, Eads would be a recommended choice due to the long-
term strategic avoidance of taxation and cash flow management. 
Below are the income statements for both Glenwood and Eads. 
 
Sales
Net Sales 398,500$      
Cost of Goods  Sold 177,000         
Gross Profit 221,500         
Operating Expenses
Bad Debts Expense 994$            
Depreciation Expense 19,000         
Rent Expense 16,000         
Other Operating Expenses 34,200         70,194           
Income from Operations 151,306         
Other Expenses
Interest Expense 27,650           
Income before Taxes 123,656         
Provision for Income Tax 30,914           
Net Income 92,742$         
Glenwood Heating, Inc.
Income Statement
For Year Ended December 31, 20X1
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What is immediately obvious is the $22,227 difference in net income that 
Glenwood has over Eads. There are three big factors that contribute to this spread.  
 
Glenwood uses the FIFO inventory method while Eads uses the LIFO inventory 
method. With the rising prices in the economy due to inflation, the cost of each purchase 
of inventory will likewise rise. Because of this, income will be lower under a LIFO 
system than under a FIFO system due to the cost of the most recent (and most expensive) 
inventory when a sale is made. 
 
Bad debts expense is much higher with Eads’ decision to estimate 5% of accounts 
receivable to be uncollectible. Glenwood’s low 1% estimate would then contribute to 
lower expenses, which would in turn lead to a higher book income. 
Sales
Net Sales 398,500$     
Cost of Goods Sold 188,800       
Gross Profit 209,700       
Operating Expenses
Bad Debts Expense 4,970$    
Depreciation Expense 41,500    
Other Operating Expenses 34,200    80,670          
Income from Operations 129,030       
Other Expenses
Interest Expense 35,010          
Income before Taxes 94,020          
Provision for Income Tax 23,505          
Net Income 70,515$       
Eads Heater, Inc.
Income Statement
For Year Ended December 31, 20X1
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Depreciation methods have a profound effect on income during the life of long-
term assets. Eads’ decision to use the double-declining depreciation method for its 
delivery equipment loaded a lot of the total cost allocation towards the beginning of the 
equipment’s useful life. The double-declining anticipates the expenses that may be 
required towards the end of an asset’s useful life. This foresight will give Eads an income 
advantage in future periods.  
 
Glenwood did make decisions that worked to decrease the spread between 
incomes. Its decision to rent the extra equipment it needed contributed a full $16,000 to 
its period expenses, while Eads leased the equipment, adding just $7,360 to interest 
expense, while allocating the rest of the $16,000 to a long-term debt account. Despite 
this, the other managerial decisions were so profound as to cause a $22,227 difference in 
period-end net income. 
 
These are the reasons for a similar difference in retained earnings between the two 
companies. Supporting statements can be found in the Appendix.  
 
 The statements of cash flows below show that Eads has $7,409 more in its cash 
accounts than does Glenwood. There are three reasons for this. 
 
Eads has a lot more depreciation expense to reconcile, bringing out the difference 
between Eads’ cash flow and its depressed income due to the depreciation method.  
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Eads’ long-term lease financing decreased the current outlay of cash required to secure 
extra equipment for operations. Glenwood elected to expense the entire cost of the 
equipment this year while Eads put the equipment in an asset account. The impact of the 
delayed cash disbursement can also be seen in the increase in lease payable under the 
financing activities section. 
 
One more unseen factor is the lower income taxes that Eads had to pay thanks to 
its expensing decisions. The difference can be seen in the smaller spread between the 
retained earnings of the two companies than the one that can be found between their 
respective net incomes.  
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Cash Flows from Operating Activities
Net Income 92,742$     
Adjustments to reconcile net income to cash provided by operating activities
Depreciation Expense 19,000$     
Increase in Interest Payable 6,650          
Increase in Accounts Receivable (net) (98,406)      
Increase in Inventory (62,800)      
Increase in Accounts Payable 26,440        (109,116)    
Net Cash used by operating activities (16,374)      
Cash Flows from Investing Activities
Purchase of Equipment (80,000)      
Purchase of Buildings (350,000)    
Purchase of Land (70,000)      
Net Cash used by investing activities (500,000)    
Cash Flows from Financing Activities
Payment of Cash Dividend (23,200)      
Issuance of Common Stock 160,000     
Increase in Notes Payable 380,000     
Net Cash provided by financing activities 516,800     
Net Increase in Cash 426              
Cash at beginning of period -              
Cash at end of period 426$           
Glenwood Heating, Inc.
Statement of Cash Flows
For Year Ended December 31, 20X1
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 Eads Heaters, Inc. is the better investing opportunity because of the better cash 
flow management that can be acknowledged in the preceding statements. Considering 
that the value of any asset is the present value of all expected future cash flows, any 
investor should seriously consider the company that is making sure that cash is flowing 
well. A big part of cash flow management is tax management, which gains from the kind 
of lower book income that Eads has compared to Glenwood. Eads could even be more 
Cash Flows from Operating Activities
Net Income 70,515$     
Adjustments to reconcile net income to cash provided by operating activities
Depreciation Expense 41,500$     
Increase in Interest Payable 6,650          
Increase in Accounts Receivable (net) (94,430)      
Increase in Inventory (51,000)      
Increase in Accounts Payable 26,440        (70,840)      
Net Cash used by operating activities (325)            
Cash Flows from Investing Activities
Purchase of Equipment (80,000)      
Purchase of Buildings (350,000)    
Purchase of Land (70,000)      
Net Cash used by investing activities (500,000)    
Cash Flows from Financing Activities
Payment of Cash Dividend (23,200)      
Issuance of Common Stock 160,000     
Increase in Notes Payable 380,000     
Increase in Lease Payable 83,360        
Net Cash provided by financing activities 600,160     
Net Increase in Cash 99,835        
Cash at beginning of period -              
Cash at end of period 7,835$        
Eads Heaters, Inc.
Statement of Cash Flows
For Year Ended December 31, 20X1
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profitable than Glenwood if the company continues its strategy. Cash flow management 
provides a path to long-term success. The balance sheets and statements of retained 
earnings for both companies can be found in the Appendix for further consideration.  
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Appendix 
 
Current Assets
Cash 426$           
Accounts Receivable 99,400$      
Less: Allowance for Doubtful Accounts 994 98,406       
Inventory 62,800       
Total Current Assets 161,632$ 
Property, Plant, & Equipment
Land 70,000       
Buildings 350,000      
Less: Accumulated Depreciation--Buildings10,000         340,000     
Equipment 80,000         
Less: Accumulated Depreciation--Equip 9,000           71,000       
Total Property, Plant, & Equipment 481,000    
Total Assets 642,632$ 
Current Liabilities
Accounts Payable 26,440$     
Interest Payable 6,650          
Total Current Liabilities 33,090$    
Long-term Debt
Notes Payable 380,000     
Total Long-term Debt 380,000    
Total Liabilities 413,090$ 
Stockholders' Equity
Common Stock 160,000     
Retained Earnings 92,742         
Less: Dividends 23,200         69,542       
Total Stockholders' Equity 229,542    
Total Liabilities & Stockholders' Equity 642,632$ 
Liabilities & Stockholders' Equity
Assets
December 31, 20X1
Balance Sheet
Glenwood Heating, Inc.
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Current Assets
Cash 7,835$      
Accounts Receivable 99,400$    
Less: Allowance for Doubtful Accounts 4,970        94,430      
Inventory 51,000      
Total Current Assets 153,265$ 
Property, Plant, & Equipment
Land 70,000      
Buildings 350,000    
Less: Accumulated Depreciation--Buildings 10,000      340,000    
Equipment 80,000      
Less: Accumulated Depreciation--Equip 20,000      60,000      
Leased Equipment 92,000      
Less: Accumulated Depreciation--Leased Equipiment11,500      80,500      
Total Property, Plant, & Equipment 550,500    
Total Assets 703,765$ 
Current Liabilities
Accounts Payable 26,440      
Interest Payable 6,650        
Total Current Liabilities 33,090      
Long-term Debt
Notes Payable 380,000    
Lease Payable 83,360      
Total Long-term Debt 463,360    
Total Liabilities 496,450$ 
Stockholders' Equity
Common Stock 160,000$ 
Retained Earnings 70,515      
Less: Dividends 23,200      47,315      
Total Stockholders' Equity 207,315    
Total Liabilities & Stockholders' Equity 703,765$ 
Eads Heaters, Inc.
Balance Sheet
December 31, 20X1
Assets
Liabilities & Stockholders' Equity
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Balance--Dec. 31, 20X0 -$             
Add: Net Income 92,742    
Less: Dividends 23,200    
Balance--Dec. 31, 20X1 69,542$  
Glenwood Heating, Inc.
Statement of Changes in Equity
For Year Ended December 31, 20X1
Balance--Dec. 31, 20X0 -$                
Add: Net Income 70,515       
Less: Dividends 23,200       
Balance--Dec. 31, 20X1 47,315$     
Eads Heaters, Inc.
Statement of Retained Earnings
For Year Ended December 31, 20X1
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Case 2 
_______________________________________________ 
 
A Guide to Presenting Some of Totz’s Major Financial Information  
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Our client, Totz, should include its sales values under a section titled “net sales 
and gross revenues”. For 2015 specifically, Totz may combine its service revenue with its 
net sales of tangible products because its service revenue is less than 10% of the sum of 
all revenues. In 2016, the two sources of revenue will be reported separately under “net 
sales” and “revenue from services”. This is according to ASC-225-10-S99-2, quoted 
here: 
“(b) If income is derived from more than one of the subcaptions described under § 
210.5–03.1, each class which is not more than 10 percent of the sum of the items 
may be combined with another class. If these items are combined, related costs 
and expenses as described under § 210.5–03.2 shall be combined in the same 
manner. 
1. Net sales and gross revenues. State separately: 
(a) Net sales of tangible products (gross sales less discounts, returns and allowances), 
(b) Operating revenues of public utilities or others; 
(c) Income from rentals; 
(d) Revenues from services; and 
(e) Other revenues.” 
 
If Totz wishes to include two or more years in in its income statement for the 
shareholders’ benefit, they may. This does not necessarily excuse them from issuing 
financial statements every period.  
 14 
 
ASC-205-10-45-2 
“In any one year it is ordinarily desirable that the statement of financial position, 
the income statement, and the statement of changes in equity be presented for one or 
more preceding years, as well as for the current year.” 
 
For the computation of gross profit in the income statement, Totz should separate 
the costs of tangible goods sold from cost of services, which would both go under the 
“cost of sales” section. Included in the costs of tangible goods sold should be product 
costs, freight-in, and import costs. Included in the cost of services should be the direct 
labor costs for Doodlez employees. This is also according to ASC-225-10-S99-2: 
“2. Costs and expenses applicable to sales and revenues. 
State separately the amount of 
(a) Cost of tangible goods sold, 
(b) Operating expenses of public utilities or others, 
(c) Expenses applicable to rental income, 
(d) Cost of services, and 
(e) Expenses applicable to other revenues.” 
 
Regarding including figures which exclude depreciation expenses, that is 
permissible if Totz discloses it in the line item and makes sure not to calculate income 
before depreciation is included in expenses.  
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From ASC-225-10-S99-8: 
“If cost of sales or operating expenses exclude charges for depreciation, depletion 
and amortization of property, plant and equipment, the description of the line item should 
read somewhat as follows: "Cost of goods sold (exclusive of items shown separately 
below)" or "Cost of goods sold (exclusive of depreciation shown separately below)." To 
avoid placing undue emphasis on "cash flow," depreciation, depletion and amortization 
should not be positioned in the income statement in a manner which results in reporting a 
figure for income before depreciation.” 
 
The gains that Totz made on the sale of its headquarters should be enumerated 
separate from its operating activities so as to make clear to users of the financial 
statements not to regularly expect these increases to income. The value should not be net 
of taxes.  
 
ASC-225-20-45-16 
“A material event or transaction that is unusual in nature or occurs infrequently 
but not both, and therefore does not meet both criteria for classification as an 
extraordinary item, shall be reported as a separate component of income from continuing 
operations. The nature and financial effects of each event or transaction shall be disclosed 
on the face of the income statement or, alternatively, in notes to financial statements. 
Gains or losses of a similar nature that are not individually material shall be aggregated. 
Such items shall not be reported on the face of the income statement net of income taxes 
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or in any other manner that may imply that they are extraordinary items. Similarly, the 
EPS effects of those items shall not be presented on the face of the income statement.” 
Even if Totz believes this to be both unusual and infrequent, they should not list it 
as an extraordinary item. The concept is being eliminated by FASB, stated in ASU No.  
 
2015-1: 
“The objective of this Update is to simplify the income statement presentation 
requirements in Subtopic 225-20 by eliminating the concept of extraordinary items. 
Extraordinary items are events and transactions that are distinguished by their unusual 
nature and by the infrequency of their occurrence. Eliminating the extraordinary 
classification simplifies income statement presentation by altogether removing the 
concept of extraordinary items from consideration.” 
 
The gain made from a class action lawsuit should also be listed separate from 
operating expenses and not net of taxes, much like the gains in the previous item were, 
for the same reasons. The rules can again be found at ASC-225-20-45-16 and ASU No. 
2015-1, quoted above. 
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Case 3 
_______________________________________________ 
 
A Comprehensive Outline of Financial Corporate Reporting 
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Journal Entries
1 Inventory 7,500,000           
Accounts Payable 7,500,000           
2 Inventory 6,000,000           
Accrued Salaries and Wages 6,000,000           
3 Cash 17,000,000         
Accounts Receivable 5,000,000           
Sales 22,000,000         
Cost of Sales 14,000,000         
Finished Goods Inventory 14,000,000         
4 Accounts Payable 8,200,000           
Cash 8,200,000           
5 Cash 4,100,000           
Accounts Receivable 4,100,000           
6 Sales and Marketing Expense 1,505,431           
General and Administrative Expenses2,044,569           
Retail Operating Expenses 1,750,000           
Cash 2,000,000           
Accrued Expenses 3,300,000           
7 Accrued Salaries and Wages 6,423,789           
Cash 6,423,789           
8 Cash 125,000               
Deferred Income 125,000               
9 Property and Equipment 498,832               
Cash 498,832               
10 Retained Earnings 2,407,167           
Cash 2,403,458           
Dividends Payable 3,709                   
AJE Cost of Sales 216,836               
Inventory 216,836               
13 Depreciation and Amortization 698,580               
Property & Equpiment, net 698,580               
14 General and Administrative Expenses 639,200               
Operating Expenses 6,956                   
Accrued Salaries and Wages 646,156               
Closing Income Summary 24,883,681         
Cost of Sales 14,910,622         
Franchise Costs 1,499,477           
Sales and Marketing 1,505,431           
General and Administrative 2,422,147           
Retail Operating 1,756,956           
Depreciation and Amortization 698,580               
Income Tax Expense 2,090,468           
Sales 22,944,017         
Frachnise and Royalty Fees 5,492,531           
Interest Income 27,210                 
Income Summary 28,463,758         
Income Summary 3,580,077           
Retained Earnings 3,580,077           
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Assets
Current Assets
Cash and Cash Equivalents 3,743,092$ 
Accounts Receivable 4,427,526    
Notes Receivable, current 91,059          
Inventories 3,281,447    
Deferred Income Taxes 461,249       
Other 220,163       
Total Current Assets 12,224,536$ 
Property and Equipment, Net 5,186,709      
Other Assets
Notes Receivable, less current portion 263,650       
Goodwill, net 1,046,944    
Intangible Assets, Net 110,025       
Other 88,050          
Total Other Assets 1,508,669      
Total Assets 18,919,914$ 
Liabilities and Stockholders' Equity
Current Liabilities
Accounts Payable 877,832$     
Accrued Salaries and Wages 646,156       
Other accrued expenses 946,528       
Dividends Payable 602,694       
Deferred Income 220,938       
Total Current Liabilities 3,294,148$    
Deferred Income Taxes 894,429          
Commitments and contingencies -                   
Stockholders' Equity
Preffered Stock [$.10 par; 250,000 authorized; 0 issued and outstanding] -                
Series A Junior Participating Stock, 50,000 authorized -                
Undesignated series, 200,000 authorized -                
Common stock [$.03 par; 100,000,000 authorized; 6,026,938 
issued and 5,989,585 outstanding] 180,808       
Preffered Stock [$.10 par; 250,000 authorized; 0 issued and outstanding] 7,626,602    
Retained Earnings 6,923,927    
Total Stockholders' Equity 14,731,337    
Total Liabilities and Stockholders' Equity 18,919,914$ 
Rocky Mountain Chocolate Factory, Inc.
Balance Sheet
Februrary 28, 2010
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Debit Credit
Cash and Cash Equivalents 3,743,092      
Accounts Receivable 4,427,526      
Notes Receivable, current 91,059            
Inventories 3,498,283      
Deferred Income Taxes 461,249          
Other 220,163          
Property and Equipment, Net 5,885,289      
Notes Receivable, less current portion 263,650          
Goodwill, net 1,046,944      
Intangible Assets, Net 110,025          
Other 88,050            
Accounts Payable 877,832          
Accrued Salaries and Wages -                   
Other accrued expenses 946,528          
Dividends Payable 602,694          
Deferred Income 220,938          
Deferred Income Taxes 894,429          
Common Stock 180,808          
Additional Paid-In Capital 7,626,602      
Retained Earnings 3,343,850      
Sales 22,944,017    
Franchise and Royalty fees 5,492,531      
Cost of Sales 14,693,786    
Franchise Costs 1,499,477      
Sales and Marketing 1,505,431      
General and Administrative 1,782,947      
Retail Operating 1,750,000      
Depreciation and Amortization -                   
Interest Income (27,210)          
Income Tax Expense 2,090,468      
43,130,229$ 43,130,229$ 
Rocky Road Chocolate Factory, Inc.
Unadjusted Trial Balance
Februrary 28, 2010
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Revenues
Sales 22,944,017$ 
Franchise and Royalty fees 5,492,531      
Total Revenues 28,436,548$    
Costs and Expenses
Cost of Sales, excluding depreciation 14,910,622    
Franchise Costs 1,499,477      
Sales and Marketing 1,505,431      
General and Administrative 2,422,147      
Retail Operating 1,756,956      
Depreciation and Amortization 698,580          
Total costs and Expenses 22,793,213      
Operating Income 5,643,335         
Other Income
Interest Expense -                   
Interest Income 27,210            
Other, net 27,210               
Income Before Income Taxes 5,670,545         
Income Tax Expense 2,090,468         
Net Income 3,580,077$      
Basic Earnings per Common Share 0.60$                 
Diluted Earnings per Common Share 0.58$                 
Weighted Average Common shares 6,012,717         
Dilutive Effect of Employee Stock Options 197,521            
Weighted Average Common Shares Outstanding, Assuming Dilution 6,210,238         
Rocky Mountain Chocolate Factory, Inc.
Income Statement
For Year Ended February 28, 2010
 22 
 
1 Purchase Inventory Operating
2 Incure Factory Wages Operating
3 Sell inventory for cash and on account Operating
4 Pay for inventory Operating
5 Collect receivables Operating
6 Incur SG&A (cash and payable) Operating
7 Pay Wages Operating
8 Receive franchise fee Operating
9 Purchase PPE Investing
10 Dividends declared and Paid Financing
11 All other transactions -
12 Adjust for Inventory Count Operating
13 Record Depreciation Operating
14 Wage Accrual Operating
 23 
 
 
 
Case 4 
_______________________________________________ 
 
Cash/Receivables: Examining Potential Fraud Schemes and Internal Control Procedures 
 
 
24 
 
Summary: 
As the owner of a small craft shop in Oxford, Mississippi, Ms. Kayla Stevens 
faces the possibility that fraud schemes are occurring at her local business.  To safeguard 
the craft shop’s operations, Kayla should implement internal control systems, which 
include checks and balances created to prevent and detect fraud.  Table 4-1 identifies 
various fraud schemes and recommends internal control procedures to protect the 
business. 
 
Table 4-1 Analyzing Fraud Schemes and Internal Control Procedures 
Fraud Scheme Internal Control 
Lucy may understate or not record 
sales as she has the power to both 
record sales and prepare bank deposits.  
Thus, Lucy could understate sales and 
pocket cash that she does not include 
with the bank deposits. 
Separation of duties – Kayla should 
separate the responsibilities for receiving, 
depositing, recording, and reconciling 
cash so that an employee cannot both 
commit and conceal fraud. Clerks should 
collect cash during sales. A different 
individual should record daily sales, and 
Lucy may prepare bank deposits.   
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Fraud Scheme Internal Control 
Kayla takes deposits to the bank and 
reconciles bank statements.  This 
current system allows for 
embezzlement.  
Separation of duties – While dividing all 
responsibilities may be difficult since the 
business is small, separation of duties 
provides greater internal control. One 
person should take deposits to the bank, 
and Kayla can reconcile bank statements. 
Inventory purchases could be 
fraudulent since Kayla pays bills and 
also monitors, records, and orders 
inventory. One could order inventory 
but then keep it for personal purposes 
instead of recording it in the inventory 
account. One could also write 
fraudulent checks for fake invoices.   
Separation of duties – One clerk will 
order inventory with Kayla’s 
authorization, and another clerk will 
record the inventory once it arrives in the 
store.  Then, Kayla can pay invoices. 
Thus, no one has enough power to steal 
inventory and hide such behavior in the 
records. 
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Fraud Scheme Internal Control 
Clerks may input fake or inaccurate 
transactions as they have authority for 
entering all types of transactions in the 
registers.  The shop’s new coupon 
program may allow clerks to enter false 
discounts and pocket the difference 
between the money collected and the 
sale recorded. 
Access control – The types of transactions 
clerks can enter should be restricted, and 
employees should receive authorization 
before they can issue a refund or enter 
any irregular transaction into the cash 
register.  This internal control should 
limit a clerk’s ability to record an 
erroneous sale. 
The clerks’ unlimited authority in 
entering transactions also allows 
Amanda, Becca, Sam, or Wendy to 
steal cash directly from the cash 
register. 
Access control – Clerks should not 
remove cash without authorization. 
Requiring unique codes to use the register 
allows employee activity to be tracked, 
and Kayla should require the 
reconciliation of cash to check that the 
amount of cash on hand matches the 
receipts. To find a culprit, Kayla can give 
employees vacation and see if cash 
discrepancies continue or end during a 
particular employee’s time off.  
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Fraud Scheme Internal Control 
The credit card machine is behind the 
cash registers. Clerks may steal credit 
card information or perform 
fraudulent actions since customers 
cannot see that their credit card 
transactions are performed correctly. 
Physical control – Kayla should relocate 
the credit card machine next to the cash 
registers to ensure that the credit card is 
swiped and that the transaction is properly 
completed at the correct price. 
The amount recorded for sales or cash 
earned may be manipulated or 
presented inaccurately as the store’s 
information system automatically 
updates inventory accounts while Lucy 
manually records sales in the 
accounting software. 
Application and access control – Kayla 
can consider purchasing more 
sophisticated software that automatically 
records sales to prevent manipulation of 
data.  If Lucy must enter sales manually, 
an access control should limit her access 
to other parts of the accounting software.   
If transactions have no identification 
number or if register tape is not 
compared to the amount of sales 
journalized, Lucy or clerks can alter 
transactions without any matching 
supplemental records, and their actions 
will go unnoticed. 
Application control – Kayla should use 
software that indexes each sale with 
details like the transaction number, date, 
amount, and clerk’s name.  This internal 
control provides unaltered evidence of 
sales for audits and allows the actual cash 
balance to be reconciled to the register 
tape’s sales.  
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Fraud Scheme Internal Control 
Lucy’s locked office may allow her to 
operate in secret.   
Physical control – Any business space is 
property of the business, and Kayla needs 
a key to Lucy’s office to discourage any 
unauthorized actions.  Kayla should keep 
a safe in her locked office for security. 
Kayla has control of all other 
accounting functions, so she has the 
ability to commit fraud schemes such as 
embezzlement, misrepresenting net 
income, and stealing inventory. 
Independent verification – Kayla should 
consider using an objective accountant to 
ensure the integrity of financial records.   
For example, a physical inventory count 
by external and internal parties can 
reconcile perpetual inventory records with 
the true amount of product sold. 
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Case 5  
_______________________________________________ 
 
Inventories 
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Raw Materials: The costs involved in raw materials inventory are the historical 
costs of purchasing the inventory in addition to any costs incurred during the 
procurement of the inventory. Work-in-process inventory has direct labor and overhead 
costs added to the raw materials costs in the manufacturing process as they are incurred. 
The finished goods inventory would contain the costs involved with work-in-process all 
the way up to the completion and stocking/storage of the finished goods.  
 
The inventories reported in the balance sheet are net of the allowance for obsolete 
or unmarketable inventory, which is a contra account to the inventory balance.  
 
a. The allowance for obsolete or unmarketable inventory is not itemized specifically in 
the balance sheet; its effect is reflected in the amount reported for the inventory total. 
 
b.  2011 gross inventory: $233,070 + $10,800 = $243,870  
 2012 gross inventory: $211,734 + $12,520 = $224,254 
 
c. In my judgment, pro rata allocations of the allowance seems a fair way to attribute the 
allowance to each of the three inventory types. Though intuitively one would attribute 
most or all of obsolescence to finished goods specifically, the arithmetic for pro rata 
allocations works out to yield about the same result: 
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46,976     1,286       184,808 
442,068  568,735 584,177 
438,561  126,000 13,348    
442,068 11,628    
568,735 
43,469     619           167,646 
Raw Materials Work in Process Finished Goods, net
0 39,012    
584,177  438,561 
13,348     432,197  
11,628    
585,897  45,376    
Cost of Sales Accounts Payable
2011 
1. $46,976/$233,070 * $10,800 = $2,177 
2. $1,286/$233,070 * 10,800 = $60 
3. $184,808/$233,070 * 10,800 = $8,564 
 
2012 
1. $43,469/$211,734 * 12,520 = $2,570 
2. $619/211,734 * 12,520 = $37 
3. $167,646/211,734 * 12,520 = $9,913 
4)  
 
 
 
5)  
 
 
 
 
 
 
 
 
 
Cost of Sales 13,348 
Allowance for Obsolete Inventory 13,348 
Allowance for Obsolete Inventory 11,628 
Cost of Sales 11,628 
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a. Finished Goods Sold: $548,177 
b. Finished Goods transferred from work-in-process: $568,735 
c. Cost of raw materials transferred to work-in-process: $442,068 
d. Cost of raw materials purchases: $438,561 
e. The amount of cash disbursed for raw material purchases: $432,197 
 
6) Inventory turnover  
2011: 2.29  [575226/ ((233070+268591)/2)] 
 2012: 2.63  [585897/ ((211734+233070)/2)] 
 
7) Inventory holding period 
 2011: 159 average days taken to manufacture and sell inventory 
 2012: 139 average days taken to manufacture and sell inventory 
  
 The company is becoming more efficient if the past year’s trends are a reliable 
indication. 
 
8) 7.96%    [allowance divided by finished goods inventory] 
 
As an investor, I would like the price/earnings ratio for the company in order to 
judge whether the company was appropriately valued by the market. 
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Case 6 
_______________________________________________ 
 
An Analysis of WorldCom’s Accounting Choices 
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a)  i. The FASB defines “assets” as things under the control of a person or company 
that will provide cash flows or useful benefits in the future.  
ii. Costs should be expensed in a manner that closely follows the revenue stream 
that necessitated the incurring of those costs. Capitalization should be done when the 
revenue streams to be matched with expenditure are anticipated in the future. The 
“expensing” is then done in the future in the form of depreciation.  
 
b) The expensing of capitalized costs is “postponed” in the sense that they are recorded in 
the form of capital and are depreciated as the benefits of the asset are reaped. Capitalizing 
costs makes income higher than otherwise by being absent from the expense section of 
the income statement, and it increases the amount of plant, property, and equipment on 
the balance sheet.  
 
c) WorldCom reported $14,739,000,000 in line costs for 2001.  
 
 
 
These costs are mostly composed of access and transport charges. 
 
d) These costs that were capitalized are charges from local telecommunications networks, 
which are part of normal operations. Transactions that give rise to these costs include 
contractual agreements to network access through which WorldCom can service its 
customers. It is reasonable to assume that these costs are incurred so that the company 
Line Costs 14,739,000,000  
Cash 14,739,000,000  
 
 
35 
 
can earn revenue in the current period. As a result, these costs do not meet the definition 
of “asset”, for they do not anticipate any future benefit beyond what WorldCom charges 
for the services it can provide as a result of these costs. WorldCom’s financial statements, 
consequently, have huge errors that will impact investor choices. 
 
e)  
 
On the balance sheet, these improperly capitalized costs took on the form of overstated 
assets, specifically property, plant, and equipment. On the statement of cash flows, the 
depreciation is overstated in addition to the fact that the net income being reconciled is 
overstated. These inaccuracies are hidden by the similarly overstated “capital 
expenditures” line item to keep the cash balance accurate.  
 
f) Calculation of depreciation of assets capitalized in different quarters: 
Quarter 1: $771,000,000/22 years * 4/4 quarters 
Quarter 2:  $610,000,000/22 years * 3/4 quarters 
Quarter 3:  $743,000,000/22 years * 2/4 quarters 
Quarter 4:  $931,000,000/22 years * 1/4 quarters 
Depreciations of capitalized costs for year:  $83,306,818  
Property, Plant, and Equipment 3,055,000,000    
Line Costs 3,055,000,000  
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g) Calculation of correct income: 
 
 
 
 
 
This is very material; the investors would be extremely interested in knowing the true net 
income.  
 
 
Depreciation Expense 83,306,818         
Accumulated Depreciation--Transmissions Equipment 83,306,818   
Net Income before taxes, as reported 2,393,000,000$  
Add back depreciation 83,306,818          
Deduct line costs improperly capitalized (3,055,000,000)  
Net Income (Loss) before taxes (578,693,182)      
Income tax benefit [loss * 35%] 202,542,614        
minority interest 35,000,000          
Net Income (Loss) (341,150,568)$    
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Case 7 
_______________________________________________ 
 
Accounting for Termination Benefits and Readjustments 
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Targa Company, in undertaking a large and expensive restructuring of its 
business, has taken action that will need to be appropriately represented on its financial 
statements. The statement of cash flows for the year 20X1 will not be affected by the 
restructuring if no cash is spent to that end in the remaining four days of the year. The 
others will be influenced insofar as Targa recognizes the obligations as liabilities and 
expenses in the context of the appropriate financial statements.  
 
Targa’s announcement on December 27th marks what the FASB codification 
refers to as the “communication date” in ASC 420-10-25-4 and adheres to the specified 
forms that the termination benefits may take outlined in ASC 712-10-05-2: 
 
420-10-25-4: 
“An arrangement for one-time employee termination benefits exists at the date the 
plan of termination meets all of the following criteria and has been communicated to 
employees (referred to as the communication date): 
a. Management, having the authority to approve the action, commits to a plan of 
termination. 
b. The plan identifies the number of employees to be terminated, their job 
classifications or functions and their locations, and the expected completion date. 
c. The plan establishes the terms of the benefit arrangement, including the benefits 
that employees will receive upon termination (including but not limited to cash 
payments), in sufficient detail to enable employees to determine the type and 
amount of benefits they will receive if they are involuntarily terminated. 
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d. Actions required to complete the plan indicate that it is unlikely that significant 
changes to the plan will be made or that the plan will be withdrawn.” 
 
712-10-05-2: 
“An employer may provide benefits to employees in connection with their 
termination of employment. They may be either special termination benefits offered only 
for a short period of time or contractual termination benefits required by the terms of a 
plan only if a specified event, such as a plant closing, causes employees' services to be 
terminated involuntarily. Termination benefits may take various forms including lump-
sum payments, periodic future payments, or both. They may be paid directly from an 
employer's assets, an existing pension plan, a new employee benefit plan, or a 
combination of those means.” 
 
More specifically, the FASB allows for the following to be recognized as 
termination benefits as per ASC 420-10-05-2: 
 
$2.5 million one-time termination benefit 
$500,000 total of two weeks’ severance 
$50,000 lump-sum benefit for the facility manager 
 
ASC 420-10-05-2 also considers the relocations costs of $500,000 and training costs of 
$1.5 million to be Exit or Disposal Cost Obligations: 
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420-10-05-2: 
“[Exit or Disposal Cost Obligations] include, but are not limited to, the following: 
a. Involuntary employee termination benefits pursuant to a one-time benefit 
arrangement that, in substance, is not an ongoing benefit arrangement or an 
individual deferred compensation contract 
b. Costs to terminate a contract that is not a capital lease 
c. Other associated costs, including costs to consolidate or close facilities and 
relocate employees.” 
 
The above termination benefits are to be recognized as a liability only if the 
employees have accepted the offers. The benefits have already been reasonably 
estimated, but they are not to be recognized until accepted. If the employees accept 
before the year’s end, the liability and loss will find their respective ways onto the 
balance sheet, the income statement, and the statement of retained earnings.  
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712-10-25-1: 
 “Nonretirement postemployment benefits offered as special termination 
benefits to employees shall be recognized as a liability and a loss when the employees 
accept the offer and the amount can be reasonably estimated. An employer that offers, for 
a short period of time, special termination benefits to employees, shall not recognize a 
loss at the date the offer is made based on the estimated acceptance rate.” 
 
The liability that the benefit creates is measured at the date of communication, but 
the liability is recognized on a pro rata basis over the period that the employees must 
work to receive the benefits. The amount recognized the year of 20X1 will not be the 
entire amount even if the employees accept the offer. 
 
420-10-25-9: 
“As indicated in paragraph 420-10-30-6, if employees are required to render 
service until they are terminated in order to receive the termination benefits and will be 
retained to render service beyond the minimum retention period, a liability for the 
termination benefits shall be measured initially at the communication date based on the 
fair value of the liability as of the termination date, and shall be recognized ratably over 
the future service period.” 
The retraining and relocation costs should be recognized as liabilities with the 
future benefits of the contracts recorded as assets.  
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Case 8 
_______________________________________________ 
 
Analysis of Shareholders’ Equity 
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a)  i) Common shares authorized:  5,400,000,000 
 ii)  Common shares issued: 2,983,508,675 
iii) $29,800,000 (Common Stock) / $0.01 (par) = ~2,980,000,000 (# of issued common 
shares) 
iv) Treasury Stock:  811,005,791 
v) Shares Outstanding:  2,983,508,675 - 811,005,791 = 2,172,502,884 
vi) Market Capitalization: $57.61 (stock price) * 2,172,502,884 = $125,157,891,147 
 
c)  Companies pay dividends on their shares to encourage investment and to offer a return on 
the investments of the shareholders. When a company issues a dividend, the price of the stock 
usually falls. This is because the price of an asset is the present value of all expected future cash 
flows, so once a cash flow happens the asset price will fall as an adjustment of expectations of 
future cash flows. Also excessive dividend payments can mark that a company is not growing, 
and this can influence investor decisions.  
 
d) Companies can purchase their own stock as treasury stock for a few reasons. One might 
be to try to manipulate its financial ratios. Another reason to purchase treasury stock is as a 
preventative measure against hostile takeovers. A third reason might be to increase the market 
price of the outstanding shares.  
 
e) In millions: 
 
 
 
 
 
Retained Earnings 3,310.70
Dividends Payable 3.40
Cash 3,307.30
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g) i) Merck used the cost method to account for its treasury stock.  
ii)  26,500,000 shares 
iii) $1,429,700,000; it is a financing cash flow 
iv) It does not meet the definition of an asset. It does not offer a future income benefit 
because it is dealing in its own stock. 
 
i)  
 
 
 
 
 
 
 
 
The dividend payout increased over the two years, but the others benchmarks generally fell, as 
they have more to do with cash flow and asset balances. Dividend payout rose mostly because of 
a decrease in net income, falling below the amount of dividends declared for the year. 
 
  
in millions 2007 2006
Dividends Paid 3,307.30 3,322.60
Shares Outstanding 2,172,503 2,167,785
Net Income 3,275.40 4,433.80
Total Assets 48,350.70 44,569.80
Operating Cash Flows 6,999.20 6,765.20
Year-end Stock Price 57.61 41.94
Dividends per Share 0.001522 0.001533
Dividend yield 0.264% 0.365%
Dividend payout 1.010 0.749
Dividend to total assets 0.068 0.075
Dividends to operating cash flows 0.473 0.491
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Case 9 
_______________________________________________ 
 
The Accounting and Incentives Involved in Stock-Based Compensation 
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A) The company’s stock option plans allow an employee to buy the company’s stock 
at a certain price at a later date in lieu of an increase in salary. This incentivizes the 
employee to add value to the company by performing their role well, which theoretically 
should be reflected in the stock price. The more the stock price rises above the option 
price offered, the more the employee stands to gain from the election to buy the stock. A 
more long-term commitment is encouraged with this plan. 
 
B) Companies would be interested in offering both of these plans because more 
options would be better able to accommodate the career goals and lifestyles of its 
employees. For example some individuals may be in a tax situation in which delaying the 
tax on the compensation would be preferable; thus, they choose the stock option. Those 
who would accept the RSUs would get an immediate benefit in the form of a stock grant 
or equivalent cash award, but they would also owe tax on the increase in income that 
year. RSUs also more precisely define the award that is being given. The goal of 
compensation is always to reciprocate an economic gain within a mutual agreement. Both 
of these plans work toward that end.  
 
C) 
Grant date   
The day that the terms of the stock option or RSU are offered to the employee 
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Exercise price  
The price set in the terms that the employee will pay if they elect to accept the stock 
option 
 
Vesting period  
The period of time after which the employee has the right to the stock compensation 
offered by the employer 
 
Expiration date  
The employee will no longer be able to choose that form of compensation after this date 
 
Options/RSUs granted  
The amount of stock options and RSUs given to the employees  
 
Options exercised  
The amount of stock that the employees elected to buy at the exercise price 
 
Options/RSUs forfeited or cancelled  
Offers of stock compensation that timed out without response or were turned down 
 
D) The RSUs that Xilinx offers allow employees to buy the stock at 85% of the fair 
market value of the stock at the beginning of the offering period or the fair market value 
at each interval when employees can exercise the option, whichever is lower. The 15% 
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discount somewhat weakens the incentive for good long-term performance compared to 
stock options because the employee is guaranteed to gain on the sale of the stock. The 
vesting periods counteract this by making the employees wait for the benefit to vest 
before they are able to take advantage of the compensation plan. Conversely, the 
potential instantaneous 15% return is a strong incentive to earn the grant even if it cannot 
by its nature guarantee future behavior outside of the vesting structure. Meanwhile the 
stock options require conditions influenced by employee performance to offer any benefit 
because it has a secure price with an indefinite return in the future. 
 
E)  The expense for the stock-based compensation is the fair market value of the 
compensation as of the day that they are offered to the employees. The expense is to be 
recognized over the vesting periods to match the expense of the compensation with the 
benefit of the employee’s performance as a result of the compensation. For both the stock 
option and RSU activity, Xilinx accounts for the effects of expired and cancelled options 
and grants. In addition to the recognition of expenses, the company also recognizes 
deferred tax assets as it incurs tax liabilities that do not get expensed. 
 
F) i.  $77,862 
ii.  Operating Expenses. More specifically, Cost of Goods Sold (Cost of Revenue), 
R&D, and Selling, general, and administrative expenses. 
iii.  It must be added back because it lowered net income without being a cash 
outflow. It’s itemized as “stock-based compensation”. 
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iv.  Because Xilinx is unable by law to immediately deduct the expense of stock-
based compensation, they incur a tax liability (income tax payable). However, because 
the books recognize a tax expense of much less than the liability, the difference is put 
into an asset account (deferred tax asset) to reflect the benefit of not incurring liabilities 
for the tax expense related to stock compensation recognized in future periods.  
 
v.  
 
  
 
I) i. The article discusses that stock options are quickly losing popularity to 
restricted stock awards due to everyone seeing the latter as more preferable. The 
accounting for RSUs is apparently simpler, and the awards are less risky in turbulent 
market climates. Options have also been losing the accounting advantages through 
legislation that requires companies to recognize the form of compensation as an expense. 
Options are less popular with employees because they can be rendered useless if the stock 
of the company is not doing well at the time. 
 
ii. Yes. In the stock options table one can see that every year, more options are 
exercised and cancelled/expired than are granted. Every year the number of shares drops 
(from 31,026; to 24,969; to 17,788; to 12,753 during years 2010 to 2013). These drops 
are quite large. At the same time, the number RSUs outstanding measure in shares is 
Stock Option Compensation Expense 77,862$ 
Deferred Tax Asset 22,137$ 
Additional Paid-In Capital--Stock Options 77,862$ 
Income Taxes Payable 22,137$ 
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rising steadily year over year. 2010’s level of 3,652 shares increased to 4,215 in 2011, 
then to 5,239, then 5,996. 
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Case 10 
_______________________________________________ 
 
Applying the Five-Step Process to Diverse Scenarios 
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Below is a summary of the FASB’s five steps to recognizing income, according to 
ASC 606-10-05-04. 
1) Identify the contract with the customer. 
2) Identify the performance obligation. 
3) Determine the transaction price. 
4) Allocate the transaction price to the performance obligations in the contract. 
5) Recognize revenue as the entity satisfies a performance obligation. 
 
Explored below is each part of the student’s interactions with the campus bar, 
Bier Haus, with respect to these five steps. Each of the steps are identified within them 
and explained. Under each list of steps, there is an example of a journal entry Bier Haus 
would make to record the transaction. 
 
Part I) 
1) The contract with the customer in this case is the agreement to exchange beer 
for $5. 
2) Bier Haus is obligated to provide the beer to the customer as per the contract. 
3) The transaction price is $5, the amount exchanged for total services rendered in 
this transaction. 
4) The transaction price ($5) is allocated directly to the obligation of providing 
the beer to the student 
5) Bier Haus recognizes the revenue as soon as the beer is handed over. 
 Cash 5
Sales--Beer 5
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Part II)  
1) The contract is identified when the student and Bier Haus agree to make a transaction 
exchanging beer and a mug for $7 
2) Bier Haus is obligated to provide the beer and the mug, with the beer in the mug. 
3) The transaction price is $7 
4) Allocated on a pro rata basis because the two individually would bring in revenue of 
$8 but the transaction is for $7. The allocation to the beer is $4.38 and the mug $2.62 
5) Bier Haus recognizes the revenue when the goods are exchanged for cash 
 
 
Part III) 
 
1) The contract is the agreement to exchange beer and two pretzels for $7. The pretzels 
are represented as a coupon and given to the student for future redemption. The coupon is 
the imposition of an obligation, which is to provide two pretzels in the future, onto Bier 
Haus. The contract that the student wanted initially was a large beer and a pretzel, but it 
was never formed; when the bartender explained that they were out, they made the 
contract that they are in now. 
 
2) The performance obligations are to transfer the beer to the customer now and to 
transfer the pretzels to the customer sometime in the future. 
 
Cash 7
Sales--Beer 4.38
Sales--Mug 2.62
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3) The transaction price is $7. 
 
4) The allocation of the price to the performance obligations are $3.89 for the beer and 
$3.11 for the two pretzels. This is calculated by prorating the transaction price, $7, on the 
basis of the individual selling prices of the beer and the pretzels, which are $5 and $2 ea. 
($4 total), respectively, as a share of the total of their individual prices, $9.  
 
5) Today Biers Haus recognizes the revenue from the beer only with the other share of 
the transaction price being credited to the unearned revenue.  
 
 
 
Part IV) 
 
1) This contract is the same as the contract from Part III. Initially the bartender does not 
know this and attempts to create a separate contract for the going rate of the two pretzels, 
but the student has proof of a previous executory contract (the coupon from Part III) 
which the bartender recognizes. 
 
2) Performance obligations are the same, but Bier Haus has already met the obligation of 
providing a beer, leaving the obligation of providing the two pretzels. 
3) The transaction price was paid last week; it was $7. 
 
Cash 7
Sales--Beer 3.89
Unearned Revenue--Pretzels 3.11
 
 
55 
 
4) Transactions prices have already been allocated. The amount of revenue Bier Haus 
recognizes is the credit balance to Unearned Revenue that got added to the account in 
Part III. 
 
5) Bier Haus recognizes the revenue from the performed obligation of providing two 
pretzels, which was allocated from the price of $7. There is revenue of $3.11. 
 
Unearned Revenue--Pretzels 3.11
Revenue--Pretzels 3.11
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Case 11 
_______________________________________________ 
 
Defining the Difference between Tax Expense and Tax Payable 
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a) Book income is income as broadly defined but as recognized on an accrual basis, 
which means that income is recognized as revenues when they are earned less the 
expenses that were incurred specifically to facilitate those revenues. ZAGG’s income 
before taxes, which was $23,898,000 in 2012, fits this definition. A company’s book 
income differs from its tax income in that the taxable income is based on the book 
income, but is altered with a myriad of laws that govern income recognition for taxes 
based on a firm’s circumstances or behavior.  
 
b) i) Permanent tax difference—a tax effect that does not create a liability or an asset 
on the firm’s books (exemption for municipal bond interest) 
 ii) Temporary tax difference—a tax effect that is not permanent; temporary tax 
differences only change the timing of tax liability (accelerated depreciation deductions vs 
depreciation’s effect on book income) 
 iii) Statutory tax rate—the rate that a government sets for which the firm is liable; 
to be applied to taxable income 
 iv) Effective tax rate—the tax rate that a firms pays as measured by dividing the 
liability by the firm’s own recognized income 
 
c) A firms reports deferred income taxes because the period of time on which the tax 
is assessed has passed. This means that the expense has been accrued and needs 
recognition.  
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d) A deferred tax asset behaves like a prepaid account in that it is the amount in 
taxes that the firm has paid without recognizing the expense that it will not pay later. This 
could be the case if, because of tax law’s wherewithal-to-pay concept, a firm received 
payment for services not yet rendered. The tax liability would as a result be higher than 
the tax expense for that period. A deferred tax liability is the opposite in that the firm has 
recognized a tax expense that it did not have a corresponding cash outflow in the same 
reporting period. This too is because of the wherewithal-to-pay concept, because the firm 
cannot pay taxes if the cash to be taxed has not been received. A deferred tax liability can 
be created when a firm has extended many lines of credit for work done in a year. 
 
e) A deferred tax asset valuation allowance is an account used to cancel out the 
amount of the deferred tax asset that the firm thinks it will not be able to put to use. It is 
like an allowance for doubtful accounts in that sense. It is recognized when the firm 
estimates that there is a greater than a 50% chance that part of the asset will go 
unrealized.  
 
f) i)  
 
 
 ii)  
 
 
 
in thousands
Income Tax Expense 9,393
Deferred Tax Asset 8,002
Deferred Tax Liability 291
Income Tax Expense 17,686
in thousands
Income Tax Expense 9,393
Deferred Tax Asset 8,293
Income Tax Expense 17,686
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 iii) Effective tax rate = Income Tax Expense / Pretax Income 
       Effective tax rate = 9,393 / 23,898 (in thousands) 
       Effective tax rate = 39.3% 
 The difference in the effective rate and the statutory rate has to do with how the 
law recognizes taxable income. The statutory rate is set against what the tax law 
recognizes as income, which is greatly influenced by cash flows, while the effective tax 
rate is calculated with the income that the firm reports.  
 iv) The total amount for deferred tax assets is broken up on the balance sheets 
between current and noncurrent deferred tax assets. The principal reason for this is 
probably so that investors know which amount they can be sure will be used against 
future tax liabilities. It also gives them an insight into which activities might have 
brought about which portion of the firm’s assets. 
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Case 12 
_______________________________________________ 
 
Implications of Build-a-Bear’s Leasing Decisions 
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a) There are several reasons a company would choose to lease its equipment over 
purchasing the equipment. The biggest reason is flexibility. With different leasing options 
and negotiable terms, leasing the equipment is a useful alternative for a company who 
seeks to manage cash flows. Unless it is part of the arrangement, disposition or retention 
of the asset at the end of the lease term can be avoided, making it more convenient to 
find, for example, a more technologically advanced piece of machinery.  
 
b)  
Operating lease—an arrangement in which the lessor simply grants the right to use a 
capital asset to a lessee for a monthly payment; the asset is only on the books of the lessor 
Capital lease—an arrangement in which the lessor leases the asset to the lessee for such 
a length of time or to some other significant degree defined below such that the lessee 
owns the asset for all intents and purposes and must account for the capital benefit and 
responsibility on the books 
Direct financing lease—a direct financing lease is a lease that is made between a lessee 
and a lessor who bought the capital for the express purpose of leasing the equipment. 
This excludes 
Sales-type lease—sales-type leases are offered by manufacturers or dealers, who seek to 
make profits through their leasing activities; manufacturers and dealers typically earn 
revenue from a lease 
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c) Financial reporting distinguishes between these types because of how differently 
they are accounted for. The two biggest differences between capital and operating leases 
are the accounting for assets and the recognition of expenses.  
In an operating lease, the lessee recognizes the expenses of operating capital equipment 
steadily and over the entire time that the asset is used by the company renting it. 
Conversely, the lessee in a capital lease structure must recognize depreciation, which is 
usually done on an accelerated basis, and interest expense. This creates uneven cash 
outflows over the useful life of the asset.  
Also of course an operating lease will not be reflected anywhere on the company’s 
balance sheet because the lessee has not assumed ownership while a capital lease is 
capitalized and found with the rest of the assets.  
Sales-type and direct financing leases are distinguished because of the lessor’s 
accounting of the cash inflows as a result of leasing activity. In a direct financing lease, 
the lessor only recognizes interest income while a sales-type lessor recognizes revenue in 
addition to interest income. 
 
d) Consider the following: 
• The lease term is five years. 
• Lease payments of $100,000 are due the last day of each year. 
• At the end of the lease, title to the location does not transfer to Build-A-Bear nor is 
there a bargain purchase option. 
• The expected useful life of the location is 25 years. The fair value of the location is 
estimated to be $1,500,000. 
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i. This lease will be an operating lease because there is no bargain purchase option, 
there is no title transfer at the end of the lease, the lease term is only 20% of the asset’s 
useful life, and the present value of all the lease payments cannot be 90% or more of the 
fair market value even if the discount rate were 0%.  
ii. Shown here is the journal entry for Build-a-Bear’s first lease payment given the 
above information. 
  
 
iii. In the case of a “rent-free” year with higher subsequent payments, Build-a-Bear 
will use a payable account that will decline in balance as cash payments exceed expenses. 
The goal is a smooth and faithful recognition of yearly lease expenses, which will be 
summed ($500,000) and prorated over the 5 years. 
 
 
 
 
 
 
 
 
 
 
 
Rent Expense 100,000 
Cash 100,000 
Year 1 Rent Expense 100,000 
Rent Payable 100,000 
Year 2 Rent Expense 100,000 
Rent Payable 25,000   
Cash 125,000 
Year 3 Rent Expense 100,000 
Rent Payable 25,000   
Cash 125,000 
Year 4 Rent Expense 100,000 
Rent Payable 25,000   
Cash 125,000 
Year 5 Rent Expense 100,000 
Rent Payable 25,000   
Cash 125,000 
 
 
64 
 
e) i.  Note 10 discloses rent expense for 2009 to be $45.9 million. 
ii. The rental expenses appear in the selling, general, and administrative expenses 
because they are integral to the general maintenance of business activities and cannot be 
allocated to inventory. 
 
f) i. The present value of the future minimum lease payments that Build-a-Bear 
will make on its leases is $219.644 million. This is calculated in the table below. 
 
 
 
 
  
 
 
 
 
 
ii. To record the acquisition of the equipment and the obligation, Build-a-Bear will 
debit Property & Equipment because it is being treated as a capital lease. The capital will 
be seen on the balance sheet. The accompanying credit is the obligation to pay this 
amount over the term of the lease. 
 
 
Period Minimum Payment Multiplier Present Value
1 $50,651 0.93458   $47,337 discount rate: 7%
2 47,107                    0.87344   41,145           
3 42,345                    0.81630   34,566           in thousands
4 35,469                    0.76290   27,059           
5 31,319                    0.71299   22,330           
6 25,229                    0.66634   16,811           
7 25,229                    0.62275   15,711           
8 25,229                    0.58201   14,684           
PV of future lease payments $219,644
Property & Equipment 219,644 
Lease Obligation 219,644  
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v.  Because the capital leases are structured in a way that mimics ownership of the 
assets, the accounting must reflect that fact. The payments are considered a kind of 
financing, thus Build-a-Bear are required to account for the interest on the financing. We 
know the rate to be 7%.  
 
 
 
  Now we consider depreciation. 
 
 
g)  Some companies may want to delay the recognition of their expenses and 
keep the leases out of their financial statements. Operating leases do not impose a great 
amount of debt the way capital leases do. However, keeping a large number of assets that 
are used in regular business activities and omitting large amounts of obligations that are 
not reported anywhere can be misleading to investors and make it difficult to compare 
companies to one another.  
 
h) i.    Operating   Capital 
Current ratio   $135,755 / $81,890 = 1.66 $135,755 / $81,890 = 1.66  
Debt-to-equity ratio  $119,493 / $164,780 = 0.73 $339,137 / $164,780 = 2.06 
Long-Term-Debt-to-assets ratio $37,603 / $284,273 = 0.13 $257,247 / $503,917 
= 0.51 
Lease Obligation 35,276   
Interest Expense 15,375   
Cash 50,651   
Depreciation Expense 27,456      
Accumulated Depreciation--Property & Equipment 27,456      
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The current ratio is not effected by the capitalization of the lease, as the numbers 
involved are relevant over the course of several reporting periods. The debt-to-equity 
ratio looks much more concerning when the obligations are made apparent on the 
financial statements. It is greater than the ratio under an operating lease because operating 
leases can hide the value of the capital under the company’s control. They can also hide 
the obligations the company has to a lessor. The same goes for long-term-debt-to-assets 
ratio. Build-a-Bear appears to have very little long-term debt under operating leases, but 
the number that describes debt grows considerably. The assets on the books grows by the 
same amount, but it cannot undo the significant shift in the ratio due to the imbalance 
beforehand. It is that case that capital leasing will always have this effect on solvency 
ratios. 
 
